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O N August 13, 1981, President Reagan

signed into law the
Economic Recovery Tax Act of 1981 (ERTA). 1 The Act
makes sweeping changes which will significantly reduce estate and gift taxes through the increase of deductions, credits, and exclusions and the liberalization of rules allowing
special treatment for certain types of property interests.
These changes take place for the estates of decedents dying
after 1981 and gifts made after 1981, unless otherwise indicated. This article is in the nature of an overview of the major changes in the gift and estate tax law which have been
promulgated by ERTA, and specifically addresses itself to es1. Economic Recovery Tax Act of 1981, Pub. L. No. 97-34, 95 Stat. 172 (1981)
[hereinafter cited as the Act.

ESTATE PLANNING AFTER ERTA

1981]

tate planning considerations which have been necessitated by
those changes.
THE INCREASED UNIFIED CREDIT

Prior Law
The 1976 Tax Reform Act 2 provided a unified credit 3
against estate and gift taxes in place of the gift and estate
tax exemptions used before the 1976 Act. This credit was
phased in over a five-year period, providing for a maximum
credit of $47,000 for 1981 and thereafter. This credit alone
2. Tax Reform Act of 1976, Pub. L. No. 94-455, 90 Stat. 1520 (1976) [hereinafter
referred to as the Tax Reform Act of 19761
3. The credit against estate taxes under I.R.C. § 2010 and the credit against gift
taxes under I.R.C. § 2505 are in effect one credit against cumulative lifetime and atdeath transfers. However, for the purposes of calculating estate or gift taxes, the
two credits are exclusive. For example, suppose F has a taxable estate of $1,200,000
in 1987 and he gives $600,000 to S. The tentative gift taxes owed are $192,800, but
the unified credit against gift taxes under I.R.C. § 2505 reduces F's tax liability to
zero. If F dies in 1991, his estate tax liability is calculated as follows:
$ 600,000
Taxable Estate
600,000
Adjusted Taxable gifts
$1,200,000
Estate Tax Base
$ 427,800
192,800
$ 235,000

Tentative Estate Tax
Estate Tax Unified Credit § 2010
Estate Tax Payable

As this illustration demonstrates, the estate owner actually receives the benefit of
only one $192,800 credit against both gift and estate taxes. Although the full
$192,800 estate tax credit, without reduction for amounts allowed as a credit against
gift taxes, is applied against the tentative estate tax, the estate tax unified credit
only eliminates the estate tax attributable to the $600,000 adjusted taxable gift that
has been added back to the estate tax base. Therefore, in effect, the lifetime use of
the unified credit reduces the amount of the credit available against estate taxes
attributable to transfers at death. As a result, it is often preferrable to reduce an
estate during life by making optimum use of the annual gift tax exclusion rather
than one or more large gifts which use up the unified credit.
4. Under the 1976 Act, the estate tax credit was phased in as follows:
Amount of Credit
Year of Transfer
30,000
1977
34,000
1978
38,000
1979

1980

42500

47,000
1981
The gift tax credit was identical to the estate tax credit, except that for gifts made
after December 31, 1976 and before July 1, 1977, the maximum credit was $6,000.
Tax Reform Act of 1976, 1 2010(a) and (b) and § 2505(a) and (b).
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could eliminate the federal transfer tax payable on a single
post-1980 transfer of $175,625 or less.
ERTA
Under the new law, the unified credit against estate and
gift taxes will be increased over a six-year period from
$47,000 to $192,800.1 The phase-in of the credit will be as follows:
EXEMPTION &EQUIVALENT
YEAR

1982
1983
1984
1985
1986
1987 and after

CREDIT

FILING REQUIREMENT

$ 62,800
79,300
96,300
121,800
155,800
192,800

$225,000
275,000
325,000
400,000
500,000
600,000

The prior rules pertaining to the application of the credit are unchanged except for the above increases. Adjustments
in the size of a gross estate for which an estate tax return
must be filed also will be phased in over a six-year period.
These adjustments, listed above, reflect the size of an estate
which could pass tax free under the unified credit.6 For example, if a decedent dying in 1984 has a gross estate which
exceeds $325,000, an estate tax return must be filed.
Estate Planning Considerations
The most significant effect of the new unified credit will
be the large increase in the number of estates which will no
longer have to pay federal transfer taxes. For example, a
husband and wife can make a combined transfer of up to
$1,200,000 ($600,000 each) to their children by fully utilizing
their respective post-1986 unified credits.
The new unified credit will not eliminate the importance
of planning for many presently modest estates. In view of the
fact that estate values can increase substantially within six
5. Ecomonic Recovery Tax Act of 1981, § 401, amending I.R.C. § 2010(a) and (b)
and § 2505(a) and (b).
6. The threshold filing requirements must be reduced by post-1976 adjusted
taxable gift and the amount of the specific gift tax exemption under the pre-1976
law that was used by the decedent for gifts made after September 8, 1976. I.R.C. §
6018(a)(4) (1976).
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years during a period of high returns even on non-speculative
investments and high-to-moderate inflation, the hope of es-

caping estate tax through the use of the post-1986 unified
credit will be illusory for many estate owners.7 Moreover,
taxable estates that "grow too big" for the tax-free haven

provided by the unified credit will encounter estate tax rates
of 37 percent and higher on property unprotected by the
credit.'
Under the 1976 Tax Reform Act, tax-free transfers to a
surviving spouse totaling over $600,000 could be accomplished
after 1980 by using both the unified credit against gift taxes

and the gift and estate tax marital deductions.9 However,
using the unified credit against taxes on gifts made to a
7. It should be remembered that estate assets invested so as to produce the very
modest rate of return of 7.2% compound interest will approximately double every
ten years. See C. REEVES, HANDBOOK OF INTEREST, ANNUITY, AND RELATED FISCAL TABLES 24 (1966).

8. For example, assume that D's total property is worth $500,000 in 1981, but he
dies with a taxable estate of $1,000,000 in 1987. Assuming no other adjustments, the
estate tax payable is $153,000 (tentative tax of $345,800 minus the unified credit of
$192,800). This tax can be broken down as follows:
37% tax on property passing
between $600,000 and $750,000 .................................................... $ 55,500
39% tax on property passing
97,500
between $750,000and $1,000,000 ...................................................
$153,000
Total Tax ..................................................................................................
9. The propertied spouse could accomplish the transfer of over $600,000 by making the following transfers:
$357,50
Qualifying Gift
3,000
Less: Annual Exclusion
Less: Marital Decuction
178,625
175,625
Taxable Gift
47,000
Tentative Gift Tax
47.000
Less: Gift Tax Unified Credit
0
Gift Tax Payable
If the donor spouse died with a gross estate of $250,000 more than three years later
and left all to the surviving spouse, the estate tax result was as follows:
$50,00
Gross Estate
250,000
Less: Martial Deduction
0
Taxable Estate
175,625
Add. Adjusted Taxable Gifts
175,625
Estate Tax Base
Tentative Tax
Less: Estate Tax Unified Credit
Estate Tax Payable
The total tax-free transfers to spouse equalled $607,2.
mentary transfer of $250,000.)

47,000
47,000
0
(Gift of $357A50 and testa-
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spouse was not usually considered good planning because the
gift property would later be taxable in the second spouse's
estate.10 This pre-ERTA planning rule that the unified credit
should be used only against taxes on non-marital transfers
not only remains valid, but is practically a necessary result
of the new unlimited marital deduction which eliminates
transfer taxes on most marital transfers.1 Obtaining the full
benefit available to spouses from their respective unified
credits requires as much planning as before ERTA was
passed.
If practical, spouses with larger estates should make
sufficient non-marital transfers to generate enough taxes
against which their maximum unified credits can be applied.
For example, if two spouses have estates of $600,000 respectively and each spouse leaves his or her estate to an "exemption equivalent" non-marital trust, then neither spouse will
owe any estate tax upon his or her death after 1987. On the
other hand, if the first spouse to die leaves everything to the
survivor, then at least $600,000 will be taxed upon the death
of the second spouse because the unified credit of the first
spouse to die will not have been utilized. Even if the combined estates of two spouses is less than $600,000, "all to
spouse" transfers nevertheless may be unwise because the estate values of the surviving spouse before his or her death
may increase beyond the protection afforded by the unified
credit.
REDUCTION OF HIGHER RATE STRUCTURES
Prior Law
The unified transfer tax rate schedule for transfers of
$2,500,000 or more before 1982 were as follows: 2
IF TRANSFER WAS,

OVER
$2,500,000
3,000,000

THE TENTATIVE TAX WAS,
MARGINAL

RATE
TAX
BUT NOT OVER
$1,025,800 plus 53% of excess over
$3,000,000
2,500,000
1,290,800 plus 57% of excess over
3,500,000
3,000,000

10. See Kabaker, Structuring Marital Deduction Formula Clauses Under the
Tax Reform Act of 1976, 13 WAKE FOREST L. REV. 559 (1977).
11. See notes 19 to 47 infra and accompanying text.
12. I.R.C. § 2001(c)(1976).
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3,500,000

4,000,000

4,000,000

4,500,000

4,500,000

5,000,000

5,000,000

1,575,800 plus
3,500,000
1,880,800 plus
4,000,000
2,205,800 plus
4,500,000
2,550,800 plus
5,000,000

61% of excess over
65% of excess over
69% of excess over
70% of excess over

ERTA
Beginning in 1982, the top tax brackets will be reduced
by 5% each year until the maximum marginal tax rate of
50% is reached in 1985.13 This phase-in will be as follows:
YEAR

MAXIMUM RATE

ON TRANSFERS EXCEEDING

1982

65%

$4,000,000

3,500,000
60%
1983
3,000,000
55%
1984
2,500,000
50%
1985
An adjustment in the estate tax credit for previous gift
tax paid is required for large pre-1985 gifts.' Instead of allowing a full credit for the gift tax paid, the amount of the
credit must be limited to the amount of gift tax that would
have been paid based upon the rates effective at the decedent's death. This provision prevents the change in rates
from having a retroactive effect on gifts made prior to 1985.
Estate Planning Considerations
The most obvious effect of the reduction of the maximum tax rates is the reduction of the tax burden on taxable
transfers exceeding $2,500,000. An additional effect is the reduction of the difference between the maximum and minimum effective tax rates. After 1986, the lowest marginal tax
rate will be 37% for transfers exceeding the exemption
equivalent of $600,000, which is only 13% lower than the
highest marginal rate of 50% for transfers exceeding
$2,500,000.16
13. Act § 402(a) and (b)(amending I.R.C. § 2001(c)(1976)).
14. Act § 402(c)(amending I.R.C. § 2001(b)(2) (1976)).
15. Id.
16. Because of the interaction with the credit for state death taxes the effective
rates will start at 33%, go up to 41% and then fall to 34% for larger estates. See
I.R.C. § 2D11 (1976).
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Narrowing the spread between the minimum and maximum tax rates may reduce the importance of equalizing the
estates of spouses. Before ERTA, a wealthy individual often
would systematically shift a portion of his wealth to his nonpropertied spouse in order that the property in their combined estates would be taxed at lower marginal rates."
Since the difference between the highest and lowest
marginal rates has been substantially reduced, the benefit of
the equalization of estates will be less significant, especially
in light of the time-value of tax money saved if the new unlimited marital deduction is fully utilized upon the death of
the first spouse. The respective benefits of equalization and
full use of the marital deduction is further discussed below."
MARITAL DEDUCTION

PriorLaw
Under the Tax Reform Act of 1976, an estate was allowed an estate tax marital deduction equal to the greater of
$250,000 or one-half the adjusted gross estate for certain
non-terminable property interests passing to the surviving
spouse.19 The Act also provided an unlimited gift tax marital
deduction for the first $100,000 of gifts of non-terminable interests made to the spouse and a 50 percent deduction for
gifts in excess of $200,000.20 No deduction was allowed for cumulative gifts between $100,000 and $200,000.21 The estate tax

marital deduction had to be reduced by the amount by which
the gift tax marital deduction taken for post-1976 interspousal transfers exceeded 50 percent of the value of those transfers.22 Since the marital deduction was originally enacted to
17. For example, the tentative tax before credits on a single taxable estate of
$4,000,000 would equal $1,880,800. If the $4,000,000 estate were equalized between
two spouses, the combined tentative tax before credits on two $2,000,000 taxable estates would be $1,561,600-a difference of $319,200.
18 See footnotes 14 to 47 and accompanying text.
19. I.R.C. § 2056(c)(1)(A) (1976).
20. I.R.C. § 2523(a)(2) (1976).
21. Id
22. I.R.C. 4 2056(c)(1)(B) as amended by § 2002(a) of Pub. L. No. 94-455, Oct. 4,
1976, and § 702(g)(1) and (2) of Pub. L No. 95-600, Nov. 6, 1978. The estate tax marital deduction was reduced by the post-1976 gift tax marital deduction used minus
the value of the post-1976 marital gifts divided by two. This provision generally
resulted in a reduction of the estate tax marital deduction if post-1976 marital gifts
amounted to less than $200,000.
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eliminate the advantage available in the community property
states of the automatic reduction of the gross estate by oper-

ation of law, prior law effectively barred estate and gift tax
marital deductions for transfers of community property between spouses."
Terminable interests passing to a spouse generally were
not eligible for the gift tax24 or estate tax25 marital deduction.26 Terminable interests are property interests that will

terminate or fail on the lapse of time or on the occurrence or
the failure to occur of some contingency. Life estates, estates
for years, and annuities are terminable interests that typically would not qualify for the marital deduction. The purpose of the terminable interest rule was to prevent property

from passing tax free through the estates of both the decedent and his spouse.

ERTA
The Act repeals the limits on the marital deduction for
both estate2" and gift 8 tax purposes. A decedent dying or a
donor making a gift after December 31, 1981 can pass an un23. I.R.C. § 2056(c)(1)(C) and § 2523(f) (1976).
24. Pursuant to I.R.C. § 2523(b), terminable interests are non-deductible for gift
tax purposes if the donor spouse "retains in himself, or transfers or has transferred... to any person other than such donee spouse... an interest in such property" or"immediately after the transfer to the donee spouse has a power to appoint an
interest in such property..." However, there are two exceptions to § 2523(b). Under
0 2523(d), if the donor creates a joint tenancy or tenancy by the entirety with the
donee spouse, or under § 2523(e), if the donor gives the donee spouse a life estate
and a general power of appointment over the property transferred, the interest
transferred to the spouse would qualify for the gift tax marital deduction.
25. Pursuant to I. R. C. § 2056(b)(1), terminable interests passing to a surviving
spouse are non-deductible "if an interest in such property passes or has passed
.. from the decedent to any other person other than such surviving spouse... and
... such person may possess or enjoy any part of such property after such termination or failure of the interest so passing to the surviving spouse." However,
§ 2056 (b)(3) allows a deduction for an interest passing to a spouse if the interest is
terminable because it is conditioned on the spouse's surviving for a period not over 6
months. § 2056(b)(5) allows a deduction for an interest that gives the surviving
spouse a life income with a general power of appointment. Also, if the interest consists of life insurance or annuity payments with a general power of appointment in
the spouse, it may qualify for the marital deduction under § 2056 (b)(6).
26. The rules prohibiting the marital deduction for terminable interests continue to apply to post-1981 transfers except for the "qualified terminable interest property" exception discussed below.
27. Act 4 403(a)(1)(A) repealing I. R. C. § 2056(c).
28. Act § 403(b) (amending I. R. C. § 2523(a)).
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limited amount of property to his or her current spouse without incurring any federal estate or gift tax liability. This rule
also applies for transfers of community property. Accordingly, gift tax returns for interspousal transfers no longer need
be filed.29
The Act provides a transitional rule which can prevent
of the unlimited marital deduction to properapplication
the
ty transferred under certain wills or trusts that contain
marital deduction formula clauses. 0 This rule was passed because many existing wills and trusts include formula clauses
which generally provide for the transfer to the surviving
spouse of all the decedent's property that can qualify for the
marital deduction. If the new law were applied to these formula bequests, a decedent's entire estate might be left to his
spouse instead of the lesser amount that the decedent may
have intended to pass under the old rule of $250,000 or onehalf the adjusted gross estate, whichever is greater. The
transitional rule applies if (1) the decedent dies after December 31, 1981, (2) property is passed or acquired under a will
executed or trust created before the date3 ' which is 30 days
after ERTA's enactment date, (3) the maximum marital deduction formula clause is not amended to refer to the unlimited marital deduction after the date which is 30 days after
ERTA's enactment date and before the decedent's death, and
(4) no applicable state law construes the formula clause as
referring to the unlimited marital deduction.
The new law creates an exception to the prior law prohibiting a deduction for the transfer of a terminable interest
to a spouse.3 3 Effective for estates of decedents dying and
gifts made after 1981, "qualified terminable interest property" will qualify for an estate or gift tax marital deduction if
the donor spouse or decedent's executor so elects. Several
conditions must be met before the property can qualify for
this irrevocable election. First, the receiving spouse must be
entitled to all income from the qualified property for life,
29. Act § 403(b)(3) (amending I. R. C. § 6019(a)).
30. Act § 403(e)(3).
31. September 13, 1981.
32. Act § 403(e)(3). It should be noted that the Mississippi estate tax provisions
are found in §§ 27-7-1 to 27-9-6 Miss. CODE ANN. (1972). Mississippi has no provisions
for a marital deduction.
33. Act § 403(d)(amending I. R. C. § 2056(b) and I. R. C. § 2523(f) and (g) (1976)).
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payable at least annually. Therefore, a life interest subject to
termination upon the occurrence of a condition such as remarriage, or an income interest for a term of years would
not be a "qualified income interest" sufficient to allow the
election. Second, no person, including the receiving spouse,
can have the power to appoint any part of the qualified property to any person other than the receiving spouse during the
spouse's life. Created or retained powers over the corpus are
allowed only if they are exercisable upon or after the
spouse's death."
The fair market value of the qualified terminable interest property upon the second spouse's death will be included
in that spouse's gross estate unless the spouse disposes of the
"qualified income interest" during life. If the spouse transfers any portion of the income interest during life, a taxable
gift of all the qualified property underlying the income interest, reduced by any amounts received by the spouse, is
deemed to have been made. Unless the spouse directs otherwise, the spouse or spouse's estate is granted the right to recover from the recipient the gift tax paid as the result of a
gift of the qualified income interest, or the estate tax paid as
the result of including the qualified property in the spouse's
estate."
Estate Planning Considerations
The changes in the marital deduction, unified credit, and
rate structure present the estate planner with several basic
estate planning options. 6 First, the first spouse to die
(hereinafter referred to as S-1) can fully utilize the marital
deduction by leaving all property to the surviving spouse (S2). Second, S-1 can make a bequest to a nonmarital trust37 in
an amount equal to the exemption provided by the unified
34. Act § 403 (d) (1) (amending I. R. C. § 2056(b) (1976)).
35. Act § 403(d)(4)(A)(enacting I. R. C. § 2207(A) (1982)).
36. A practical problem to implementing an option is choosing the proper formula clause to accomplish the marital bequest. A discussion of the various types of
formula clauses is beyond the scope of this article. See generally, Covey, The Marital
Deductiow When to Use, How to Use, 12 REAL PROP., PROB &TRJ. 360(1977); R. Covey, THE MARITAL DEDUCTION AND THE USE OF FORMULA PROVISIONS (2d ed. 1978).
37. The "nonmarital," "family," or "B"trust was a favorite estate planning device under the old law. Pursuant to a marital deduction formula clause in S-i's will,
property equalling one-half of S-i's adjusted gross estate would go to S-2 or to a
marital trust for S-2's benefit, and thereby the property would fully qualify for tax-
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credit with the balance of his estate going to S-2 or to a trust
for S-2's benefit. 8 Third, S-1 and S-2 can attempt to "equalize" their wealth in order that the estates of both spouses
will be taxed at the same marginal tax brackets. 9
The effect of these basic planning options on the net
federal estate tax payable for the spouses' combined adjusted
gross estates of various sizes is shown in the table above. The
table assumes that the wealthier spouse dies first. 0
Although the table should only be used as a beginning
point for planning because its calculations ignore the pre1987 credits, state death taxes, the growth or shrinkage of
estate assets after S-l's death, the time value of tax deferral,
previous taxable gifts, and other non-tax considerations, several helpful observations nevertheless can be made. First, if
the combined value of the estates of both spouses is less than
one exemption equivalent ($600,000 after 1986), no federal estate tax will be payable regardless of how the spouses dispose of their assets. As a result, non-tax factors such as the
income needs of S-2, the needs of the spouses' children or
other beneficiaries, and S-2's ability to manage estate assets
will be the primary concerns of the estate planner. If S-2 has
the ability to manage the income-producing assets, and S-2
needs the income of those assets, then an "all to spouse" disfree treatment under the marital deduction. The nonmarital or "B" trust would receive the other half of the estate reduced by estate taxes owed. S-2 usually had an
income interest in the nonmarital trust, but the trust assets would pass to the beneficiaries originally designated by S-1 upon the death of S-2 without the trust property being included in S-2's estate. The nonmarital trust will continue to be a valuable
estate planning device under the new law, but respective amounts received by the
surviving spouse and nonmarital trust will no longer be determined by the old marital deduction limitation.
38. For example, if S-1 died in 1987 with an estate of $1 million, he could leave
$600,000 to a nonmarital trust and $400,000 to S-2 without paying any estate taxes.
The $400,000 transfer to S-2 would be tax-free because of the marital deduction, and
the $192,800 of estate taxes owed on the $600,000 transfer to the nonmarital trust
would be eliminated by the unified credit.
39. For example, if S-1 died with a taxable estate of zero and S-2 died with a
taxable estate of $3 million, the total estate taxes paid would be $784,000. S-2's estate would reach the top marginal bracket of 50%. If the estates had been equalized
and both spouses died with estates of $1.5 million, the top marginal tax bracket
reached by both estates would be 43%, and the combined tax liability would be only
$726,000. These calculations do not include the credit for state death taxes.
40. If the poorer spouse dies first, the total estate tax figures indicated under
Option II will increase by the amount that the poorer spouse's estate was unable to
fully utilize that spouse's unified credit.

MISSISSIPPI COLLEGE LAW REVIEW

[Vol. 2:203

position may be in order. If S-2 has insufficient managment
skills, then a marital trust might be the best approach. If S-2
has sufficient income from other sources, then a trust which
can withhold income or shift it to the children might be considered.
Second, if the present combined value of the estates of
both spouses is greater than one exemption equivalent but is
less than two exemption equivalents ($1,200,000 after 1986),
the estate planner should take steps to utilize the unified
credits of both spouses to the greatest extent practical. For
example, if S-1 has an estate of $1,000,000 and S-2 has an
estate of $200,000, S-1 could leave $600,000 to a nonmarital
trust with the remainder to S-2. After 1986, the unified credit would fully eliminate the estate taxes on the $600,000 estates of each spouse, assuming S-1 dies first. If it appears
that the spouse with the $200,000 estate will die first, the
wealthier spouse could make a life-time transfer of $400,000
to the poorer spouse who would make a nonmarital disposition of all property. Although this approach might not be
feasible for non-tax reasons, it would nevertheless fully utilize the unified credits of both spouses and thereby eliminate
the federal estate tax.
Third, if the present combined value of the estates of
both spouses is greater than two exemption equivalents, estate equalization will reduce the combined federal estate taxes on the spouses' estates. However, it appears that for many
estates the benefits of tax deferral will be preferred over the
savings that can be achieved by estate equalization. For example, assume that S-1 has an adjusted gross estate of
$3,000,000 and S-2 has no property. The table above shows
that if the estates were equalized (Option III), each spouse's
estate would pay $363,000 in estate taxes or a total of
$726,000. If S-1 made a $600,000 bequest to a nonmarital
trust with the remainder to S-2 (Option II), the total estate
tax would be $784,000. Although it results in a tax savings of
$58,000, Option III requires a payment of $363,000 upon the
death of S-1 - a payment which can be postponed until S-2's
death under Option II. The net return for S-2 on the $363,000
of estate taxes deferred under Option II would easily surpass
within a short time the $58,000 of tax savings available under
Option 111.41 Of course, if S-2 is expected to die shortly after
41. At a compound rate of 11%, this would take approximately 18 months.
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S-1 or if the current rates of investment return drop substantially, Option III may be in order. In addition, tax deferral may be less important than non-tax objectives such as
the transfer of property to beneficiaries other than S-2.
Estate equalization looks more attractive for spouses
with combined estates of less than $5,000,000 when one considers the effects of inflation and growth on estate assets. In
the previous example, if we assume that S-2's marital bequest property increases in value at 8% compounded annually for seven years, the tax savings from estate equalization
become more significant. Under Option II, S-2 receives property worth $2,400,000 from S-i's $3,000,000 estate. At S-2's
death seven years later, this property is worth $4,113,178 and
the estate tax liability is $1,639,589. Under Option III, S-2
initially receives property worth $1,500,000 which increases
in value to $2,570,736 by S-2's death. The total tax liability
for both estates under Option III is $1,231,368 or $408,221 less
than under Option II. Although these savings are substantial, the benefits of tax deferral under Option II may nevertheless be preferred by many clients. The surviving spouse
can often reduce if not eliminate the increases in estate values by consumption, a gift-giving program for children or
other relatives which utilizes the $10,000 annual gift tax exclusion, and charitable contributions.
The table above indicates that the maximum estate tax
savings possible by choosing Option III over Option II is
$117,000 for estates of $5,000,000 and greater. This savings
ceiling is a result of the 50% tax rate for estates of $2,500,000
or greater. When both spouses have estates of over
$2,500,000, all of their combined property in excess of
$5,000,000 is taxed at 50% regardless of the estate in which
the excess property is taxed. Consequently, even if estate
equalization is a primary objective, S-i's nonmarital dispositions should be limited to $2,500,000 when the combined value of the estates of both spouses is greater than $5,000,000,
unless other factors such as the testator's wishes or state
death taxes indicate the contrary. Nonmarital dispositions by
S-1 greater than $2,500,000 would achieve no additional estate tax savings but would create an additional tax liability
at S-i's death that could otherwise be deferred until the
death of S-2.
The new provisions on qualified terminable interest
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property (QTIP) allows a spouse to give or bequeath an income interest in property to his surviving spouse with the
remainder interest to a third party and still obtain the full
benefit of the unlimited marital deduction. The QTIP is not
taxed until the surviving spouse either disposes of the income
interest or dies. This will be a favorite tax-saving device for
estate owners who wish to provide for the surviving spouse
but do not wish for the surviving spouse to determine the
ultimate disposition of the property. Since the marital deduction is allowed only if the executor files an irrevocable election, 42 provisions directing the executor to make an election
should be considered for wills and trusts creating such interests.
The Act creates two sections that may pose a peculiar
problem for beneficiaries of a QTIP. Section 2519'3 provides
that if the surviving spouse during life disposes of any portion of the income interest in the QTIP, a taxable transfer of
both the income and the principal is deemed to have been
made by that spouse. Section 2207A" entitles the surviving
spouse making such a transfer "to recover from the person
receiving the property" the amount by which the total gift
tax for that year exceeds the total gift tax that would have
been payable if the transfer had not been taxable.45 It seems
that the "person receiving the property" would include both
the recipient of the income interest and the remaindermen.
These provisions could work a considerable hardship on
the remaindermen. For example, suppose S-1 put $5 million
into a QTIP trust and gave the remainder interest to his children by a previous marriage. After the death of S-1, S-2
could make a gift of the income interest to her own children,
triggering Sections 2519 and 2207A. Being a present interest
for gift tax purposes, the income interest to her children
would apparently qualify for the $10,000 annual exclusion,
but the imputed transfer of the remainder interest, a future
interest, would not qualify. If S-2 remarried, the transfer of
her income interest to her new spouse would fully qualify for
the unlimited marital deduction. In either case, the remain42.
43.
44.
45.

Act § 403(d)(1) (amending I. R. C. § 2056(b) (1976)).
Act § 403(d)(3)(B) (enacting I. R. C. § 2519 (1981)).
Act § 403(d)(4)(A) (enacting I. R. C. § 2207A (1981)).
I&
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dermen might end up paying considerable sums to S-2 for the
gift taxes on the value of their remainder interest, although
it may be years before they actually receive anything from
the trust. Some consolation is found in a House Committee
report" which states that "if the inclusion of the entire property as a taxable transfer uses up some or all of the spouses
unified credit, the [Act] does not permit the spouse to recover
the credit amount from the remaindermen.' '
JOINTLY OWNED PROPERTY
Prior Law
Generally, the full value of jointly held property was included in the gross estate of the first joint tenant to die unless the surviving tenant could prove that he or she had provided consideration for the acquisition of such property.'8
The value of the property attributable to the survivor's contribution would then be excluded from the decedent's gross
estate.4 However, after the Tax Reform Act of 1976, one-half
of the value of a "qualified joint interest" between husband
and wife could be excluded from the gross estate of the first
spouse to die without proof of contribution. To qualify, the
joint interest in either personal or real property had to be
created by either spouse after 197651 and treated as a taxable
gift upon creation. Another provision allowed an exclusion
from the first spouse's gross estate of a portion of jointly
held property of the spouses which was devoted to use in a
farm or other trade business. 2
ERTA
By changing the definition of "qualified joint interest"
to include any existing tenancy by the entirety or joint ten46. H.R. Rep. No. 97-201, 97th Cong., 1st Sess. 162.

47. I&
48. I. R.C. § 2040(a) (1976).
49. I

50. 1.R. C.§ 2040(b) (1976).
51. The qualified joint interest rule was extended to pre-1977 joint tenancies
where the spouse who furnished more than 50% of the consideration elected to treat
the creation of the tenancy as a gift on a gift tax return for any calendar quarter in
1977, 1978, or 1979. I. PR.
C. § 2040(d), added by Revenue Act of 1978, § 702(k)(2) Pub.
L No. 95-600, Nov. 6, 1978.
52. I. R.C. § 2040(c) (1978).
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ancy with right of survivorship by spouses, the new law provides that the estate of the first spouse to die will include
only one-half of the value of property jointly held with the
surviving spouse regardless of which spouse furnished consideration for the property. 53 The previous requirements for
qualified joint interests, the rules allowing an exclusion from
the decedent's gross estate of a portion of farm or business
property, and the contribution-furnished rules for jointly
owned property no longer apply to property held jointly by
husband and wife. The mere creation of a joint tenancy between husband and wife results in each spouse owning onehalf of the property for estate tax purposes.
Estate Planning Considerations
Under the new joint tenancy rule, the burdensome task
of tracing individual contributions for assets purchased with
joint funds of husband and wife is no longer necessary. This
change does little to reduce federal estate taxes because any
jointly held property between spouses is included in the estate of the first spouse to die would qualify for the new unlimited marital deduction, even if the full value of the property were included. Jointly held property will continue to be
relevant for the qualification requirements of I.R.C. sections
5
2032A, 6166, and 303, discussed below. '
Jointly held property between spouses will continue to
have an effect on the income tax basis of the survivor because of the stepped-up basis rules." Unfortunately, the new
jointly held property rules may cause a surviving spouse to
receive a lower basis in jointly held property than before
ERTA was passed. For example, assume two spouses own a
home with a fair market value of $300,000 and an adjusted
basis of $100,000. Assume that the husband dies in 1982 and
leaves everything to his wife who made no contributions to
the purchase of the home. No estate tax is payable because of
the unlimited marital deduction. The wife will receive a stepup basis for the portion of the property included in her hus53. Act § 403 amending I. R. C. § 2040(a) and (b) and repealing § 2040(c), (d) and
(e).
54. See, footnotes 75 to 112 infra and accompanying text.
55. I. R. C. § 1014(a) (1976) provides generally that the basis of property in the
hands of a person acquiring the property from a decedent is the fair market value of
property at the decedent's death.
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band's estate and passed to her ($150,000), but not for the
portion excluded from his estate as a result of the new joint
property rules. Her basis in the house will be $200,000
($150,000 + $50,000), whereas under the old law, it would
have been $300,000, the fair market value of the house. Since
the husband's estate was small and no estate tax would have
been due even if the full value of the house had been included
in his estate, there is no estate tax benefit from the new joint
tenancy rule, but the wife suffers an income tax detriment
because she has a lower basis in the house than she would
have had under the old law.
TRANSFERS WITHIN THREE YEARS OF DEATH

Prior Law
Under prior law, the value of gifts made by a decedent
within three years of his death were included in his gross
estate for estate tax purposes." Under the "gross-up" provision of the Code, the gross estate also was increased by the
amount of any gift tax paid on gifts made within three years
of death.57 Gifts of $3,000 or less which did not have to be
reported because of the annual gift tax exclusion were
exempt from the three-year rule. If a split gift were made
under I.R.C. § 2513 within the three-year period, the gross
estate was not increased by any gift tax paid by the spouse.
ERTA
Under the new law, the value of gifts made by the decedent within three years of death generally will not be includible in the gross estate." This new rule does not apply to
transfers which are includible in the gross estate under section 2036 (retained life interests), section 2037 (transfers taking effect at death), section 2038 (revocable transfers), section 2041 (powers of appointment), or section 2042 (proceeds
of life insurance). More importantly for planning purposes,
the new rule does not apply to a transfer of an interest which
would have caused inclusion of property under the above sections had the interest been retained by the decendent at
56. I. R. C. § 2035(a) (1976).
57. I. R. C. § 2035(c) (1976).
58. Act § 424 (amending I. R. C. § 2035 (1976)).
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death. For example, assume that F transfers rental property
to S in 19X2 but retains a life income interest. In 19X6, F
transfers his income interest to D. F dies in 19X8. Although
F had no interest in the property upon death, it will be included in his estate because (1) the retained life income interest would have caused inclusion of the rental property under section 2036 had F retained the income interest, and (2) F
made a gift of that interest within three years of his death.
In addition, transfers within three years of death will be included in the gross estate for the purposes of determining
the qualifications of the estate for the special redemption
rules of section 303, the special use valuation under section
2032A, and the deferral of estate taxes under section 6166.
Furthermore, any gift tax paid on gifts within three years of
death will continue to be included in the gross estate even
though the gifts themselves escape inclusion.
Estate Planning Considerations
The primary impact of the new law is that the appreciation on gifted property which occurs during a period of three
years or less before the decedent's death and after the date
of the gift will escape estate and gift taxation. Under the prior law, this appreciation was taxed because of the difference
in the amounts which were included in the estate tax base
for gifts within three years of death and adjusted taxable
gifts. 59 Under the new law, most gifts within three years of
death are treated as adjusted taxable gifts and, therefore,
they are included in the estate tax base at their "date of gift"
fair market values for the purpose of computing the estate
tax. Gifts within three years of death differ from other adjusted taxable gifts in that they cause the gross estate to be
increased by the amount of any gift tax paid on the original
transfer.
The new law provides little additional tax benefit for
most "death-bed" transfers and may create a tax detriment
59. When the value of a gift is brought back into the gross estate under the
three-year rule, the amount included is the fair market value at the decedent's
death plus any gift tax paid on the gift. Adjusted taxable gifts, all post-1976 taxable
gifts not included in the gross estate, are also added to the estate tax base from
which the estate tax is calculated. However, the amount added back to the tax base
is the fair market value of the property on the date of the gift. Therefore, no estate
or gift tax is paid on the post-gift appreciation on adjusted taxable gifts.
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for others. Transfers of property with insignificant appreciation between the date of the gift and the decedent's death
will not be particularly beneficial. Most property available
for "death-bed" transfers does not have sufficient time to appreciate greatly before the decendent's death. In addition,
the new law may cost the transferee a valuable "step-up" in
the basis of appreciated property received from the decedent.
A donee's basis in appreciated property received from the decedent prior to death and included in the decedent's gross estate is stepped-up to the fair market value of the property at
death. 0 Since property received from a decedent within three
years of death is no longer included in the gross estate, the
donee's basis is equal to the deceased donor's adjusted basis"1
in the property rather than the fair market value at death.
Before making a taxable gift, a donor must consider,
among other factors, his probable estate tax bracket, his life
expectancy, and the economic and tax characteristics of the
property to be transferred. If the potential donor's total estate does not exceed the available unified credit, then the donor might avoid gifts of appreciated or appreciating property
and thereby afford the "object of the donor's bounty" a
stepped-up basis in the property received at the donor's
death. If the potential donor's estate will be taxed even after
deductions and credits, then he must balance the tax effect of
having property appreciation taxed in his estate, but giving
the transferee a stepped-up basis, against the tax effect of
having the property appreciation (and possibly gift taxes) excluded from his estate, but giving the tranferee a lower basis
in the property. For example, assuming that the donor's adjusted basis and the fair market value in potential gift property are equal and that the donor must pay estate taxes at
death, he might do well to give the property that is likely to
appreciate in value before his death. If the donee were to sell
the property at the donor's death, the maximum tax on the
long-term appreciation would be 20 percent, 2 whereas the
appreciation would have been taxed at a greater rate if the
60. 1. R. C. § 1014(b)(9) (1976).
61. 1. R. C. § 1015(a) (1976) provides that a donee's basis in property is equal to
the adjusted basis of the donor.
62. The amount of long-term capital gain taxable (40%) times the maximum
tax bracket (50%) is equal to 20%.
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donor had made a testamentary transfer.6 These considerations have always been concerns of long term gift programs,
but now they also become concerns for "death-bed" transfers.
INCREASE IN THE GIFT TAX EXCLUSION

PriorLaw
Under prior law, a $3,000 annual exclusion per donee
was available against the value of a donor's gifts. Therefore,
a donor could give $3,000 each to any number of donees in a
calendar year and avoid gift tax entirely. This exclusion was
not available unless the donee received a present interest,
i.e., an "unrestricted right to the immediate use, possession,
or enjoyment of property or income from property.""
ERTA
ERTA increases the annual gift tax exclusion to $10,000
per donee for post-1981 gifts.6 If gift-splitting is elected,
spouses receive the benefit of two exclusions, thus increasing
the amount available for tax-free transfer to $20,000. The ex-

63. To illustrate, assume that D is unmarried and has an estate of $600,000 in
January, 1987. He owns one tract of land with a fair market value and adjusted
basis of $100,000. The land will increase in value to $200,000 within three years. If D
gives his son the land in January, 1987, and D dies in January, 1990, his estate tax
will be as follows:
Taxable Estate ...................................................
$500,000
Adjusted Taxable Gifts .............................................
1000
Estate Tax Base ..................................................
600,000
Tentative Estate Tax ...............................................
192,800
Unified Credit ....................................................
192800
Estate Tax Due ...................................................
0
If the son sold the property immediately after the father's death, his long-term capital gain would be $100,000 ($200,000 amount realized from sale at fair market value,
minus $100,000 adjusted basis). If the son is in a 50% tax bracket, his taxes on the
gain after the long-term capital gains deduction would be $20,000, representing the
total taxes paid on the appreciation of the property since 1987. On the other hand, if
D made a testamentary transfer of the property, the appreciation would be taxed in
his estate. D's taxable estate in 1990 would be $700,000 with estate tax payable of
$37,000 ($229,800 tentative tax minus $192,800 unified credit). Since the son's basis
would be the fair market value of the property upon D's death ($200,000), the son
could sell the property immediately after his father's death without paying any capital gains tax. Therefore, the $37,000 would represent the total taxes paid on the
appreciation since 1987. In this case, the gift of the property in 1987 would result in
lower tax liability on the appreciation in the amount of $17,000.
64. Treas. Reg. § 25.2503-3(b).
65. Act § 441(a) (amending I. R. C. § 2503(b) (1976)).
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clusion continues to apply only to gifts of a present interest.6
ERTA also provides an unlimited gift tax exclusion for
amounts paid on behalf of any donee as tuition for the education of the donee or as payment for the medical care of the
donee. 7 The House committee reports state that only direct
payments to a qualified educational or medical institution
will qualify and that reimbursements paid to the donee as
intermediary will not be excludable. 8
The Act contains a transitional rule that prevents the
new exclusion from applying to certain trusts that grant
powers "defined in terms of, or by reference to," the amount
of gift tax exclusion. The exclusion will not apply if (1) the
trust was executed before the date69 which is 30 days after
ERTA's enactment date, (2) the trust has not been amended
on or after the date which is 30 days after ERTA's enactment date, or (3) no applicable state law provides that such a
power is to be construed as referring to the increased exclusion.1°

Estate Planning Considerations
The increase in the gift tax exclusion greatly increases
the planning possibilities of gift giving. A systematic program of gift giving will significantly reduce the size of many
estates in a relatively short period. For example, by making
joint gifts of $20,000 each year to each of their three children
and the children's spouses, a husband and wife could transfer
$1,200,000 tax-free over 10 years without using any other
credits or deductions. In addition, much larger amounts of
income-producing property can now be transferred to shortterm trusts for the benefit of family members in lower income tax brackets.
Parents, grandparents or third parties may pay a child's
college or private school tuition without incurring gift taxes
on a transfer to the child. Since the legal age of majority in
most states is 18 or 19 and most private school tuition are
well above $3,000, this was a welcome change in the law. If a
66.
67.
68.
69.
70.

1. R. C. § 2503(b) (1976).
Act § 441(b) (amending I. R. C. § 2503 (1976)).
H.R. Rep. No. 97-201, 97th Cong., 1st Sess. 162.
September 13, 1981.
Act § 441(c)(2).
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grandparent or third party plans to pay the child's tuition,
state law should be examined to determine the extent of the
parent's legal obligation of support. Payments by the grandparent or third person relieving a parent's obligation of support may be construed as being for the benefit of the parent.
As a result of the transitional rule, existing irrevocable
trusts with "Crummey" 1 powers defined in terms of the annual exclusion will not have to be amended if the settlor desires that a beneficiary's withdrawal power continue to be
limited to $3,000. However, in order to qualify larger gifts to
such trusts for the annual exclusion, the beneficiary's withdrawal powers will have to be increased by amending the
trust.
The "five and five" rule of I.R.C. §2041 may present
problems for the utilization of the $10,000 annual exclusion
in irrevocable trusts containing Crummey powers. Under a
Crummey arrangement, the beneficiary usually is given the
non-cumulative right to withdraw during a six-week period
the amounts put into the trust each year in order that the
amounts contributed will satisfy the "present interest" requirement for the annual exclusion. Normally, the beneficiary will allow this right to lapse, thereby allowing the trustee
to utilize the annual contributions for investment, for payment of life insurance premiums, or for other similar purposes. Under I.R.C. §2041(a)(2) 2 and §2041(b)(2)," the lapse
of a power to withdraw property exceeding the greater of
$5000 or 5% of the trust assets constitutes a release of a
power of appointment which is subject to estate taxation
upon the death of the beneficiary. 4 Before ERTA, this provi71. Crummey v. U.S., 397 F. 2d 82 (9th Cir. 1968). See, Rev. Rul. 73-405, 1973-2
C.B. 321. Ltr. Ruls. 7826050, 3-29-78; 7902007, 9-26-78.
72. Under I. R. C. § 2041(a)(2), property subject to a general power of appointment is included in the decedent's gross estate, if during his life he exercised or
released the power under circumstances such that, if the property had been owned
and transferred by the decedent, the property would be includible in his gross estate
under section 2035, 2036, 2037, or 2038.
73. Under I. R. C. § 2041(b)(2), the lapse of a power of appointment, during the
life of the individual possessing the power, is considered to be a release of such
power to the extent that the lapsed property exceeded the greater of (a) $5,000 or (b)
5% of the aggregate value, at the time of such lapse, of the assets out of which, or
proceeds of which, the exercise of the lapsed powers could have been satisfied.
74. The extent to which the value of the trust property is included in the decedent's gross estate is discussed in Treas. Reg. § 20.2041-3(d)(4).
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sion presented no problem for trusts with Crummey powers
limited to the former annual exclusion amount of $3,000 because the power to withdraw did not exceed $5,000. However,
if trusts contain Crummey powers limited to the new annual
exclusion amount of $10,000 and the beneficiary allows his
power to lapse for years, then the beneficiary may have a
substantial estate tax burden. Since this result is at odds
with the purpose of the $10,000 annual exclusion, it seems
that Congress should raise the I.R.C. §2041 limit from $5,000
to $10,000.
SPECIAL USE VALUATION

PriorLaw
Eligibility for Special Valuation-Under section 2032A,
real property used in a farm or other closely-held business
may be included in the decedent's gross estate at the value of
its current use rather than the actual value based on its
highest and best use. However, prior law imposed various restrictions which made it difficult to qualify for the 2032A
election. First, the property had to be employed by the decedent himself 5 in a qualified use on the date of the decedent's
death and for five out of eight years preceding death. Second,
there must have been material participation in the operation
of the farm or closely-held business by the decedent or a
member of his family for five of the last eight years immediately preceding the decedent's death. Third, the real property
had to be "acquired from or passed from" 6 the decedent to a
"qualified heir. 7 In addition, a qualified heir had to receive
a "present interest" s in the property before it could qualify.
Fourth, the adjusted value of the farm or closely-held business assets in the estate had to represent 50 percent or more
of the adjusted value of the decedent's gross estate.7 9 Fifth,
at least 25 percent of the adjusted value of the decedent's
gross estate had to consist of the adjusted value of the qualifying real property.8 0
75. Treas. Reg. §202032A-3(b).
76. I. R. C. § 2032A(b)(1) (1976).
77. I. B. C. § 2032A(e)(1) (1976).

78. Treas. Reg. § 20.2032A-3(b).
79. I. B. C. § 2032A(b)(3)(A) (1976).
80. 1. R. C. J 2D32A(b)(1)(B) (1976).
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Post-DeathRecapture of Tax Benefits-Under the prior
law, the estate tax benefits realized from a special use valuation were recaptured if the qualified property was transferred to a non-family member or if the qualified use of the
property was discontinued within fifteen years after the decedent's death." If, during any eight-year period ending within fifteen years after the decedent's death and before the
death of the qualified heir, there had been periods aggregating more than three years during which the decedent or a
member of his family (when decedent held the property), or a
qualified heir or a member of his family (when heir held the
property) did not materially participate in the business, a
cessation of qualified use was deemed to have occured and
the recapture rules were applied. 82 Like-kind exchanges and
involuntary conversions83 could also trigger the recapture
rules. Furthermore, if recapture rules were applied, the income tax basis for special use property was not increased to
the fair market value of the property at the decedent's death,
even though the heirs had lost the estate tax benefit of the
lower valuation. 4
Miscellaneous Provisions-Special use valuation was
subject to other limitations which reduced its effectiveness
as an estate tax saving technique. The $500,000 limitation on
the allowed reduction in the value of qualifying property
sometimes made special use valuation inadvisable for estates
in which substantial amounts were included in spite of the
special valuation. The cost of committing substantial
amounts of property to the special use for fifteen years could
outweigh the benefit of a value reduction limited to $500,000.
Another limiting provision permitted only cash rentals85 to
be used in determining the value of a farm under the "formula" method," although net crop share rentals were the
only type of rental available on some localities. In addition,
the prior law required that the special valuation election be

81. I. R. C. § 2032A(c) (1976).
82. I. R. C. § 2032A(c)(7) (1976).
83. I. R. C. § 2032A(h) (1976).
84. I. R. C. § 2032A(c)(2) (1976).

85. Treas. Reg. § 20.2032A-4(b).
86. I. R. C. § 2032A(e)(7)(A) (1976).
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made with a timely filed tax return." A late return meant
forfeiture of the option to elect for special valuation.
ERTA
Eligibilityfor Special Valuation-The new law removes
many of the previous barriers to qualifying for the 2032A
election. First, to satisfy the qualified use requirements, either the decendent or a member of his family may employ the
property in a qualified farm or business use at the time of
the decedent's death and for the five-out-of-eight-year period
prior to death.8 This amendment to 2032A applies retroactively to estates of decedents dying after December 31, 1976.9
Second, the new law substantially alters the requirement of material participation during the eight-year period
prior to the decedent's death. Now, the decedent or a member
of his family must have materially participated in the qualified business for five of the eight years prior to the earliest
of (1) the date of the decedent's death, (2) the date on which
the decedent began receiving Social Security retirement
benefits if he continuously received them until death, (3) the
date of the decedent's disability" if such disability was continuous until death. 91 These changes alleviate the burden on
the older person that would lose Social Security benefits because of earned income generated by his material participation and permit a decedent with a long disability before
death to meet the material participation requirement. The
above changes also modify the recapture rules for estates
which use the retirement or disability dates in determining
the decedent's material participation. For determining the
decedent's material participation for the portion of any
eight-year period ending after the decedent's death during
which the decedent held the property, the period preceding
the decedent's retirement or disability shall be treated as the
period immediately before the decedent's death. 2
87. Treas. Reg. § 20.2032A-8.
88. Act § 421(b)(1) (amending 1. R. C. § 2032A(b)(1) (1976)).
89. Act § 421(k)(5)(A) (amending I. R. C. § 2032A (1976)).
90. Act § 421(b) defines disability as a mental or physical impairment which
renders the decedent unable to materially participate.
91. Act § 421(b)(2) (enacting I. R. C. § 2032A(b)(4)).
92. Act § 421(b) (enacting I. R. C. § 2032A(b)(4)(C)).
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The Act also replaces the material participation requirement with an "active management" standard for the estates
of certain surviving spouses. 3 This alternative test is available for the estates of surviving spouses who receive from a
decedent spouse property that was eligible for special use
valuation in the decedent spouse's estate. Recognizing that a
surviving spouse may be unable to materially participate in
farm or business operations after the death of the first
spouse, the new law provides that the second spouse to die
will be treated as having materially participated when he or
she engaged in the active management of the farm or business. Active management means the making of business
decisions other than the daily operating decisions of the farm
or other business. 4
The new law provides that the period of qualified use or
material participation of property disposed of in a like-kind
exchange under section 1031 or involuntary conversion under
section 1033 will be added or "tacked on" to the replacement
property. 5 However, this tacking is permitted only if the replacement property is put to the same use as the original
property and is available only for that portion of the replacement property that does not exceed the value of the original
property.
Third, the new law makes three changes in the rules requiring that a "present interest" in the real property be "acquired or passed from" the decedent to a "qualified heir".
First, although a beneficial interest in a trust that gives a
trustee discretionary powers over distributions is normally a
future interest, the Act treats such an interest as a present
interest if all the beneficiaries of the trust are qualified
heirs. 6 As a result, property in "nonmarital", "B", or similar
trusts 7 will not be disqualified for special use valuation because of the lack of a present interest in the qualified heir or
heirs. This provision is retroactive to January 1, 1977. Second, the "acquired from or passed from" requirement has
been expanded to include acquisition by purchase from the
93. Act § 421(b)(2) (amending I. R. C. § 2032A(b)(5)(A) (1976)).
94. H.R. No. 97-201, 97th Cong., 1st Sess. 170 (1981).
95. Act § 4210)(4) (amending I. R. C. § 2032A(e) (1976)).

96. Act § 421(j)(1) (amending I. R. C. § 2032A(g) (1976)).
97. i.e. Trusts which give the trustee powers to either accumulate or distribute
income with the remainder going to the qualified heirs.
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decedent's estate. 8 The purchasing heir's income tax basis in
the property is the section 2032A value, not the purchase
price. Gain is recognized by the estate only to the extent that
the property's fair market value on the date of the exchange
exceeds its fair market value on the date of the decedent's
death. " This provision is also retroactive to January 1, 1977.
Third, the scope of what constitutes a "qualified heir" was
changed by expanding the definition of "family member" to
include the lineal descendants of an individual's spouse and
by restricting the definition to lineal descendants of an individual's parents. 100 Therefore, a "family member" includes an
individual's spouse, parents, brothers, sisters, children, stepchildren, and the spouses and lineal descendants of those
persons.
The final two barriers to qualifying for special use valuation, the percentage tests, were not directly altered by
ERTA and, therefore, must still be satisfied. Significantly,
the new rule excluding gifts made within three years of
death from the decedent's gross estate does not apply to the
gross estate calculations for the purposes of the 2032A percentage tests. For example, to meet the 2032A(b)(1)(B) requirement that at least 25% of the adjusted value of the decedent's gross estate must consist of the adjusted value of
the qualifying real property, the decedent cannot increase
the qualifying real property percentage by making death-bed
transfers of non-qualifying property because the death-bed
transfers will be included in the gross estate for the purposes
of 2032A. However, nothing in the Act seems to prohibit inter-spousal gifts of qualifying property to a spouse with a
short life expectancy for the purpose of meeting the percentage tests.
Post-Death Recapture of Tax Benefits-ERTA makes a
number of changes in the rules requiring recapture of tax
benefit if qualified property is subjected to a non-family
transfer or to non-qualified use. First, the recapture period
has been reduced from 15 to 10 years. Second, although the
Act does not change the requirement that the qualified use
of the property continue throughout the recapture period, it
98. Act § 421(j)(2)(A) (amending I. R. C. § 2032A(e)(9) (1976)).
99. Act § 421(j)(2)(B) (amending I. R. C. § 1040(a) and (b) (1976)).
100. Act § 421(i) (amending I. R. C. § 2032A(c) (1976)).
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does create a special two-year grace period immediately following the decedent's death during which failure by the
qualified heir to commence the qualified use does not result
in imposition of the recapture tax. 0 1 This change is retroactive to January 1, 1977.
Third, the requirement that there be material participation by a qualified heir or member of his family during the
recapture period is replaced by the "active management"
standard for "eligible qualified heirs".' 2 Eligible qualified
heirs include the decedent's spouse, a qualified heir under 21
years, a qualified heir who is a full-time student, a disabled
qualified heir, or a fiduciary for a qualified heir that is under
21 or disabled. This change is also retroactive to January 1,
1977.
Fourth, there is no longer a recapture on like-kind exchanges under Section 1031 when the exchange property is
used for the same qualified use as the original property. 10 3
The previous requirement that the qualified heir make an
election to avoid recapture on an involuntary conversion under Section 1033 has also been repealed.""
Fifth, the Act permits a qualifed heir to make an irrevocable election to have the income tax basis of qualified real
property to the fair market value on the date of the dece105
dent's death if the recapture tax is paid.
Miscellaneous Provisions-The Act provides for an increase from $500,000 to $750,000 in the limitation on the allowed reduction from fair market value for qualifying real
property."6 This increase is to be phased in over a three-year
period with the limitation being $600,000 for the estates of
decedent's dying in 1981, $700,000 for 1982, and $750,000
thereafter.
101. Act § 421(c)(2)(a)(amending I. R. C. § 2032A(c)(1976)). The 10-year recap-

ture period is extended by a period equal to any part of the two-year grace period
which expires before the qualified heir commences using the property in the qualified use. In addition, § 421(c)(1)(B) provides that if the special use valuation property is involuntarily converted and replaced with qualified replacement property, the
two-year period is extended until the heir begins qualified use of the replacement
property.
102. Act § 421(c)(2) (amending I. R. C. § 2032A(c) (1976)).
103. Act § 421(d) (amending I. R. C. § 2032A (1976)).
104. Act § 421(e) (amending I. R. C. § 2032A(h) (1976)).
105. Act § 421(g) (amending I. R. C. § 1015(c) (1976)).
106. Act § 421(a) (amending I. R. C. § 2032A(a)(2) (1976)).
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Cash rentals in the formula valuation method of farm
real property can now be substituted by net share rentals if
the executor cannot identify actual tracts of comparable local
land that are rented for cash.' A "net share rental" is the
excess of the value of the produce received by the lessor over
the cash operating expenses paid by the lessor.
The previous requirement that a special use valuation
election be made on a timely filed estate tax return has been
changed. Now, the election may be made on a late-filed return."8
Estate Planning Considerations
ERTA has made section 2032A a viable option for many
estates. However, whenever the special valuation for property results is a substantial amount to be included in the estate
because of valuation reduction limitation, it might be better
to forego electing the special valuation and negotiate the
valuation of the property through the normal audit procedure. Continuing the special use of the property for 10 years
in order to avoid the recapture provisions is a cost that may
outweigh the benefits of a section 2032A valuation.
SPECIAL PROVISIONS FOR PAYMENT OF ESTATE TAXES

PriorLaw
Installment Payment of Estate Taxes-Prior law contained two provisions for the deferred payment of estate taxes attributable to a closely-held business. Under section 6166,
such taxes could be deferred completely for the first five
years after the initial due date and then paid in annual installments for a period not exceeding ten years. The interest
rate on the unpaid estate tax attributable to the first
$1,000,000 of a closely-held business interest was fixed at 4
percent during the 15-year deferral period. In order for the
estate to qualify for the 6166 election, the value of the closely-held business interest had to exceed 65 percent of the decedent's adjusted gross estate. Under section 6166A, the es-

107. Act § 421(f) (amending I. R. C. § 2D32A(e)(7) (1976)).
108. Act § 421(k)(5).
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tate tax due could be paid over ten equal annual installments
after the initial due date with interest payable on the balance at the rate established pursuant to 6166A(g). The 6166A
election was available if the value of the closely-held business interest exceeded either 35 percent of the gross estate or
50 percent of the taxable estate.
Section 303 Stock Redemptions-Section 303 provides
that a partial stock redemption will qualify as a sales transaction rather than a dividend distribution to the extent that
the redemption proceeds are equal to the sum of federal estate and state death taxes and deductible funeral and administration expenses. In order for the estate to qualify for a
Section 303 redemption, the prior law required that the value
of the closely held stock included in the estate exceed 50 percent of the adjusted gross estate.
ERTA
Installment Payment of Estate Taxes-ERTA repeals
section 6166A and extends the section 6166 treatment to estates in which the value of the closely-held business interest
exceeds 35 percent of the adjusted gross estate. 109 The estate
taxes attributable to the business interest may be paid over a
15-year period with only interest being payable over the first
five years after death and the unpaid balance plus interest
being payable in equal installments over the following ten
years. The prior 4 percent interest rate rule still applies. The
Act also makes a number of changes in the rules concerning
the acceleration of unpaid taxes." '
2. Section 303 Stock Redemption-Changing the former
50 percent requirement, ERTA allows an estate to qualify for
a section 303 redemption if the value of the closely held stock
in the estate exceeds 35 percent of the adjusted gross estate."' In addition, the Act provides that the combined
shares of two or more corporations be considered together
for the 35 percent test if the gross estate includes 20 percent
or more in value of the stock of each of the corporations. 2
109. Act § 422(a).

110. Act § 422(c).
111. Act § 422(b).
112. 1I
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MISCELLANEOUS PROVISIONS

Disclaimers
For various reasons, an individual may wish to disclaim
a bequest or gift. If such an individual makes a proper disclaimer, he will be treated for estate and gift tax purposes as
if he had never received the property, and will not be considered as the donor of a gift to the person who ultimately receives the interest because of the disclaimer. In order to
make an effective disclaimer, the prior law required, among
other things, that the disclaimed interest pass to someone
other than the person making the disclaimer without any direction on the part of the person making the disclaimer. Local law dictated whether the disclaimer itself was sufficient
to pass title to the property or whether a transfer by the disclaimant to a named transferee was necessary. If local law
required the latter, the disclaimer would not meet the federal
requirement that the interest pass without any direction by
the disclaimant, and the disclaimer would be ineffective for
federal estate and gift purposes. As a result of the varied local disclaimer laws, the prior federal law did not provide for
the uniform treatment of disclaimers. Under the new law, a
timely transfer of the property to the person who would have
received it under a disclaimer effective under local law is
treated as a valid disclaimer for federal estate and gift tax
purposes, if the other federal disclaimer requirements are
met.113 For planning purposes, a qualified disclaimer by a

surviving spouse may be used to correct an overuse of the
marital deduction.
Split Gifts to Spouse and Charity
The Act provides a special rule for the transfers of interests in the same property to a spouse and a qualifying
charitable organization. Under this rule, if a qualified charitable remainder annuity trust or unitrust is created with the
only noncharitable beneficiaries being the donor, the donor's
spouse, or a surviving spouse, then a decedent or a donor can
receive an estate or gift tax charitable deduction for the value of the remainder interest and a marital deduction for the
113. Act § 426 (amending I. R. C. § 2518(c) (1976)).
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value of the annuity or unitrust interest."' The pre-ERTA
disallowance of marital deductions for terminable interests
does not apply to transfers of this type, therefore no transfer
tax is imposed.
If a QTIP trust is established with the remainder to a
qualifying charity, the entire value of the property is eligible
for the marital deduction as provided in the QTIP rules previously discussed. The QTIP will be included in the second
spouse's gross estate, but a charitable deduction will be allowed for the remainder interest passing to the charity.
Basis of Property Acquired From Decedent
Under the prior law, the basis of property acquired from
a decedent was the fair market value on the date of the decedent's death, regardless of when and from whom the decedent received the property. As a result, an enterprising owner of appreciated property could give his appreciated property to a terminally ill relative with the understanding that the
relative would make a testamentary disposition of the property back to the donor. The donor/original owner would obtain a "step-up" in basis at the relative's death, thereby reducing or eliminating the capital gain tax upon a subsequent
sale.
Although the "stepped-up" basis rule will continue to
remain in effect for most property, the Act prohibits the rule
from applying to appreciated property given to the decedent
within one year of death if such property passes at death to
the original donor or his spouse. Instead, the basis in the decedent's hands immediately prior to the decedent's death will
be the basis in the hands of the original donor or his
spouse. 15'
CharitableGifts of Copyrighted Works
Under the prior law, an original work of art and its related copyright were considered interests in the same property, and therefore no estate or gift tax deduction was allowed
for the transfer of the original work of art to a charitable
organization if the copyright was retained or transferred to a
noncharity. Under the new law, the work of art and its copy114. Act § 403(d) (adding I. R. C. § 2056(b)(8) and § 2523(g)).
115. Act § 425 (adding I. R. C. § 1014(e)).
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right will be treated as separate properties and therefore, an
estate or gift tax charitable deduction will be allowed for the
transfer to a qualified charity of a work of art, whether or
not the copyright is retained or transferred to a noncharity'

16

Orphan's Deduction
Prior law allowed a small estate tax deduction for property passing to an orphaned minor whose deceased parent
had no spouse. Since this provision created drafting difficulties for estate planners and provided little benefit for beneficiaries, Congress decided to repeal it, effective for estates of
decedent's dying after 1981.111

Generation-Skipping Transfer Tax
A transitional rule under the prior law exempted certain
generation-skipping trusts from the generation-skipping
transfer tax if the testator or trust grantor died before January 1, 1982. The Act extends this date to January 1, 1983.118

Annual Payment of Gift Tax
Prior law required that gift tax returns be filed quarterly. The Act provides that gift tax returns are to be filed, and
any gift tax paid, on an annual basis. Generally, the due date
for filing the annual gift tax return will be the fifteenth day
of the fourth month following the close of the calendar year.
However, for a calendar year in which the donor dies, the
gift tax return for that year is required to be filed no later
than the due date for filing the donor's estate tax return, including extensions.119
CONCLUSION

Although the new law has greatly reduced the estate tax
burden for many estates, the sting of estate and gift taxes
will continue to be felt strongly by those who fail to plan
soundly. A continual review of estate plans will be necessary
116. Act § 423 (amending I. R. C. § 2055(e) (1976)).
117. Act § 427 (repealing I. R. C. § 2057 (1976)).
118. Act § 428 (amending § 2006(c) (1976)).
119. Act § 442 (amending I. R. C. § 1015(d); § 2501(a); § 2502; § 2503(a); §
2504(a), (b), and (c), § 2505(a) and (d), § 2512(b), § 2513(a), (b), (c) and (d), § 2522, §
6019 (b), § 6076(b) (1976)).
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to determine the best way to utilize the martial deduction
and unified credit in conjunction with the client's wishes.
Surpassing its original purpose of equalizing the treatment
of the common law and community property states, the unlimited marital deduction attempts to treat husband and
wife as one economic unit for estate and gift tax purposes.
Not only does the new marital deduction increase deferral
possibilities, but it also gives greater flexibility in choosing
the amounts and types of property to pass to a surviving
spouse. The estate planner must structure schemes to achieve
the greatest estate, gift, and income tax savings possible
within the confines dictated by the client's personal situation
and desires. Although the new law gives greater flexibility,
the planner's careful weighing of all considerations will be as
difficult as before ERTA was passed.

